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Preface 


The paper entitled ““A New Direction for Canada: An Agenda for Economic 
Renewal” which I released on November 8, 1984, emphasized the need to promote 
and support private sector growth. This will involve active support — and also the 
removal of barriers and artificial impediments — to private sector initiatives. The 
paper identified, as one of the opportunities worth serious consideration, an 
increase in the ability to transfer tax deductions and credits within corporate 
groups. This has the potential of reducing the complexity of business operations 
and freeing managers from concerns about structuring business organizations to 
reflect tax constraints. 


While many corporate groups are able to adjust their affairs to achieve the same 
tax result as they would if they were taxed as a single economic entity, these 
adjustments may be time-consuming, costly and inefficient in a business sense. 
Other commonly-owned groups may not be able to adjust, and as a result face 
higher tax liabilities and lost opportunities. 


This paper puts forward for discussion a proposal that would allow the transfer of 
losses within a commonly-owned group of corporations. Such a system would 
recognize that under current rules the corporate structure of commonly-owned 
groups can affect their tax position. 


Tax systems in many other countries including the United States and the United 
Kingdom have tax consolidation or tax-loss transfer systems as they are 
variously called. This proposal would extend similar provisions to Canadian 
corporate groups. 


The proposal is the culmination of a review of the issues and alternatives. It sets 
out an initiative that will be useful to Canadian companies and free them from the 
need to adjust and readjust corporate structures purely for tax reasons. At the 
same time, it recognizes the constraints imposed by budgetary considerations and 
the importance that must be attached to avoiding tax system complexity. 


Because the group reporting system proposed in this paper would be a new concept 
in Canadian income taxation, it is most important that the system be fully 
discussed before implementation. For this reason, the earliest that will be 
considered for its implementation will be tax years commencing in 1986. This will 
give a significant period for submissions to be received and analyzed. 


il 


I am particularly concerned and aware that the proposal raises issues with respect 
to provincial income taxation. I intend to discuss very soon with my provincial 
colleagues appropriate methods of ensuring thorough analysis and consultation 
with the provinces, so that their views can be taken fully into account in the 
evaluation and implementation of the proposal. 


The Honourable Michael H. Wilson 
Minister of Finance 
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Executive Summary 


Introduction 


In the paper entitled ““A New Direction for Canada: An Agenda for Economic 
Renewal” released on November 8, 1984, it was stated that “increasing the ability 
to transfer tax deductions and credits within corporate groups deserves serious 
consideration and could reduce the complexity of business operations’. 


The purpose of this discussion paper is to report upon a review carried out by the 
Department of Finance on the transfer of tax losses, deductions and credits within 
corporate groups and to put forward for discussion a system for allowing the 
transfer of losses within commonly-owned groups. While there have been fact- 
finding interviews with a number of groups chosen to reflect a variety of 
experience, there is a need for all associations and companies in Canada to have an 
opportunity to comment on the proposal. The proposal also raises significant tax 
issues that must be discussed with the provinces. Draft legislation, included in the 
discussion paper, will enable specific comments on the proposal to be made. 


Background 


The Canadian corporate income tax system taxes each corporation as a separate 
entity. This means that some corporations in a commonly-owned corporate group 
may be paying taxes while others may have available tax losses, unused deductions 
or tax credits. Many countries including the United States and the United 
Kingdom have mechanisms to allow such unutilized tax items to be used to reduce 
taxes that would otherwise be payable elsewhere in a group. Mechanisms of this 
type are referred to in the discussion paper as group reporting systems. 


The Canadian income tax system contains some means of achieving group 
reporting such as amalgamations and wind-ups, and flow-through shares in the 
resource sector. There are also tax planning techniques that allow similar relief to 
be achieved. 


The review of this issue indicates that, even where available techniques are used, 
there are undesirable aspects. These include associated legal and accounting 
costs, the management time involved, uncertainty about eventual tax results 

and artificiality. 


The preferred method of using losses in a group is generally through amalgama- 
tions and wind-ups. However, there are important factors that make this approach 


undesirable or impossible, including the need to maintain management 
independence, financing considerations, limiting of liability, effects of regulation 
and the existence of minority shareholders. 


The review of the existing ability to use tax losses in commonly-owned groups 
indicates there is a broad range of circumstances where losses cannot be used, as 
well as considerable variation in the means by which corporations are able to use 
losses. This suggests that there would be considerable benefit from some system of 
group reporting. This benefit would extend beyond simplification of the current 
methods of using losses. 


Given this conclusion, the government is sympathetic to the introduction of a 
practical system for group reporting. 


Systems of Group Reporting 


The report considers three general types of group reporting systems. In choosing 
among these approaches, the avoidance of complexity was an overriding 
consideration. Another important consideration was the degree to which the tax 
treatment of a group would correspond to the taxation of an identical economic 
entity operated as a single corporation. The impact on government revenue and 
the operation of the system at the provincial level were other important factors. 


Based on these criteria, a system of group relief allowing loss transfers is being put 
forward for discussion. Under the proposal, taxable Canadian corporations that 
meet a 95-per-cent common ownership test would be able to participate. The 
system would operate through annual elections. Only a corporation’s non-capital 
loss for a current year would be eligible for transfer. There is no requirement that 
compensation be paid by corporations receiving the tax benefit, but there would be 
no barriers to reasonable compensation. Certain specialty corporations would not 
be entitled to make or receive loss transfers. These include investment 
corporations, mutual fund corporations, co-operatives and credit unions. Special 
rules would apply to farm corporations, principal business corporations, insurance 
companies, personal service businesses and bankrupt firms. 


It is estimated that the system will reduce federal revenues by some $300 million 
to $400 million in its initial years of operation. It is recognized that because many 
groups that currently use other techniques to transfer losses will switch to the new, 
simpler method, the measured amount of the loss transfer will exceed that implied 
in the revenue estimates. Such additional use of the system, however, will have no 
real incremental revenue cost to governments. 


I, 


Background 


In the Canadian corporate income tax system, each corporation is taxed as a 
separate entity. This can lead to situations in which one corporation in a 
commonly-owned group has tax losses or unused deductions or tax credits while 
other corporations in the group face tax liabilities. If the businesses within the 
separate corporations were instead operated as divisions within a single 
corporation, the unused losses, deductions or credits from one line of business 
could generally be used to reduce the amount of corporate tax payable on income 
from another. It would be possible, however, to have rules within the tax system 
that would achieve similar results while allowing separate corporations to be 
maintained for all other purposes. In this paper, any type of system used to achieve 
this result will be referred to as a “group reporting system”. There are a wide 
variety of possible group reporting systems and the implications of various 
approaches may differ greatly. 


The group reporting systems can be divided into three types — tax consolidation 
systems, loss transfer systems and refundable or negative tax systems. Under tax 
consolidation, the corporate group prepares a single tax return that aggregates on 
an item-by-item basis the tax reporting requirements for the individual 
corporations in the group. In this aggregation, special adjustments are normally 
required to eliminate the effect of transactions among corporations in the group. 
The resulting consolidated group is thereby treated in the same fashion as though 
the separate corporate entities were divisions within a single corporation. Under 
loss transfer systems, each corporation in a defined group continues to be treated 
separately and files a separate income tax return. However, corporations in the 
group are given the option of transferring certain items, for example, a loss for tax 
purposes, to one or more of the other corporations in the group. The transferred 
loss reduces the tax liability in the recipient corporations. In this type of system, it 
may also be feasible to allow certain deductions or tax credits to be transferred. 
Closely related to loss transfer systems are refundable or negative tax systems 
which would provide a tax refund to the loss company up to the amount of taxes 
paid by other group members, rather than reduce taxes for profitable companies 
in the group. 


The corporate tax system in the United States provides for tax consolidation. The 
United Kingdom has a system of loss transfers. Many other countries also have 
systems to provide for the transfer of losses, deductions or tax credits. 


While there is no formal system of this type in Canada, there are means of 
arriving at similar results in certain situations. Certain tax provisions such as 
those dealing with flow-through shares in the resource sector and corporate 
amalgamations or wind-ups, allow the transfer of losses or deductions. 


Alternatively, it may be possible in particular circumstances to have a corporation 
in a group alter its debt-equity ratio or undertake an activity making appropriate 
inter-company charges for rent, management fees and other similar items in an 
attempt to match available deductions more closely against the sources of income 
that would otherwise be taxable. There is, therefore, some flexibility within the 
current corporate tax system to achieve de facto group reporting of income. 


However, while tax planning techniques for utilizing tax losses exist, such 
techniques may be disruptive to normal business operations and expensive and 
time-consuming to implement. There may also be uncertainty about the 
applicability of such techniques in particular circumstances. In other cases, such 
tax planning techniques cannot be employed because of the existence of 
unalterable legal or business arrangements or agreements such as debt covenants 
with lenders or regulatory requirements. 


Frequent requests have, therefore, been made to Ministers of Finance to 
implement some form of group reporting system that would permit profitable 
members of a group of corporations that could be considered to be a commonly- 
owned economic entity to use losses of other members of that group. It is generally 
argued that a group reporting system would: 


e improve the equity and neutrality of the income taxation system as between 
economic entities; 


e enhance the response of business to tax incentives provided by the federal 
government; and 


e increase the freedom of managers of business organizations to structure 
business operations in the most desirable way from a business point of view 
with less concern about adverse or uncertain income tax consequences. 


Corporate Groups in Canada 


The Statistics Canada survey of inter-corporate ownership identified some 13,000 
groups with almost 40,000 corporations in 1984 in Canada, based upon the 
definitions of control used in the survey. Since the survey excludes smaller 
corporations, which in some cases may also involve corporate groups, the impact of 


the tax rules on corporate groups is clearly of importance to a significant number 
of businesses in Canada. 


Losses for tax purposes are a frequent occurrence both for individual corporations 
and for groups taken as a whole. Over the first part of the 1980s, only about one- 
quarter of publicly-traded corporations have been taxable in a given year. It is 
estimated that 40 to 50 per cent of corporate groups have overall tax losses or 
unused deductions. However, even groups with overall losses may have members 
with taxable income and, therefore, would benefit from a group reporting 
mechanism. Other corporate groups that are taxable overall experience losses in 


some members of the group. These losses may be relatively short-term, or may be 
sustained over a number of years. 


An important consideration in assessing the implications of current tax rules is the 
extent to which groups have been able to use tax losses within parts of the group to 
reduce taxable income in other parts. This information is a key indicator of the 
role that a group reporting system could play. It also measures the extent to which 
existing methods to avoid unused losses have been able to be utilized effectively. It 
appears that approximately one-half of corporations are found within groups that 
contain corporations experiencing both tax losses and taxable income. This implies 
that these groups have not generally been able to use all losses on a timely basis. 


A third point of interest is the source of losses, potential losses or unused 
deductions for tax purposes. Probably the most striking aspect of the source of 
losses is the diversity of situations in which they are found. It is not possible to 
isolate one or two major causes. Causes include business losses arising from, for 
example, market conditions, holding company structure (non-taxable dividends 
coupled with deductible interest), after-tax financing, reserve provisions, the 
outcome of particular projects, interest charges related to acquisitions, resource 
write-offs and capital cost allowances. 


Amalgamations or wind-ups appear to be the preferred method for utilizing tax 
losses of a member of a group. Amendments to the tax law in 1977 that permitted 
the flow-through of tax losses in defined circumstances where there was no change 
in control facilitated this type of response to tax loss situations. Various financing 
strategies for subsidiaries are also important. Other techniques of major 
significance in certain cases are loss carryback rules, the deferring of discretionary 
deductions (capital cost allowances and loan loss provisions), and segregating 
operations by divisions within one corporation rather than operating separate 
corporations. 


Reasons for Operating by Subsidiaries Rather Than Divisions 


A substantial number of cases can be identified where tax losses are not being 
used over long periods even when there are taxable firms in the group. This 
suggests that there are significant barriers to the use of losses in many groups, 
despite the fact that most groups do make at least some use of the existing 
techniques to reduce unused losses or deductions. 


Looked at from another viewpoint, these barriers are essentially explained by the 
reasons for the existence of separate corporations within a group. The reasons are 
diverse, ranging from legal impediments to the use of losses and deductions 
elsewhere in the group, to cases where it is felt that the tax savings would not 
compensate for a loss in some other aspect of the group’s activity. 


The reasons commonly identified for operating through separate corporations 
within a group are as follows: 


1. Profit centres or management independence: A shift of losses within the group 
may blur the measurement of pre-tax profits in entities that have operational 
independence and create management difficulties. Since maintenance of profit 


centres and management independence are a fundamental part of management 
philosophy, tax reasons have to be compelling to force a change in group structure 
or practices. This can preclude use of techniques such as amalgamations and wind- 
ups and locating debt financing where interest deductions most immediately affect 
tax liabilities. 


2. Financing considerations: There are a variety of barriers associated with 
financing which prevent firms from adopting techniques to use losses and 
deductions of other corporations with a group. Where different creditors have 
security in different subsidiaries, techniques to transfer losses can only be 
employed with the approval of these outside parties. In other cases, debt covenants 
may have evolved that restrict different members of the group to different degrees. 
Reorganizations or debt transfers that would extend such restrictions are, 
therefore, avoided. Finally, subsidiaries with strong balance sheets may be able to 
borrow at preferred rates, benefiting the group as a whole. 


3. Limited liability; Groups with high-risk projects or start-up situations may 

conduct activities through separate corporations in order to limit liability to the 

equity directly related to individual projects. In such cases, failure to allow the 

transfer of losses or deductions can act as an extra cost, thereby preventing the 
group from attaining the desired minimization of risk. 


4. Regulation: There are two general types of situations where regulation has an 
effect. First, regulatory bodies that set prices concern themselves with defining the 
capital base and rate of return. In industries where this is the norm, the regulated 
companies or regulators may not want to mingle returns from unrelated activities 
with the regulated activities. It may be desirable for all concerned to keep regu- 
lated and unregulated businesses of a corporate group as separate as possible. 
Second, some types of companies are subject to regulations which directly 
constrain their behaviour by requiring separate corporations for separate 
activities. As a result, amalgamations and wind-ups are not a feasible solution and 
other considerations or rules may preclude use of other techniques to use losses. 


5. Minority holdings: Companies with sizable minority shareholdings may be 
effectively precluded from using losses under existing rules. Amalgamations could 
involve buying out minorities. Even where such action would be very attractive 
from a tax viewpoint, the sizable capital expended to buy out the minority might 
not be the best business use of these funds. A second issue related to minorities is 
that valuation problems, coupled with the need to compensate minorities where 
transfer of deductions or other tax planning affects their interest, add to the 
planning difficulties. It should be noted that these considerations would continue 
to be of significance with a group reporting system. 


6. Corporate identity: Amalgamations may be precluded because of the 
desirability of maintaining separate corporate identities for marketing purposes or 
to attain a separate “track record” of earnings for financing purposes, in 
particular for taking a company public. 


7. Labour issues: Labour issues may reduce the desirability of amalgamations and 
wind-ups. Corporations and unions may not want to bring different unions within 


the same corporation. There may also be factors such as adjustments of vacation 
entitlements and other fringe benefits when two corporations with different benefit 
packages are merged that, dealing as they do with employee compensation, can 
involve significant effort and cost to achieve equitable and acceptable results. 


8. Provincial jurisdictions: The reasons for incorporating separate corporations 
may be related to various provincial statutes such as labour statutes or the desire 
of a province to have a company follow particular corporate policies in its 
jurisdiction. 


9. Foreign jurisdictions or activities: Foreign rules of commerce or business 
practices may dictate the need for separate Canadian corporations. For example, 
foreign companies or jurisdictions may prefer or require a separate corporation to 
carry out a role in a major project. 


Difficulties with Current Loss Utilization Techniques 


As was indicated earlier, even when losses or deductions can be transferred, there 
are business inefficiencies involved with the employment of tax planning 
techniques. Thus, even companies which have been totally successful in utilizing 
losses will benefit from a group reporting system. 


Problems with the techniques that can be identified are: 


1. Legal and accounting costs: The legal and accounting costs associated with 
transactions designed to use losses are a significant issue for many firms, 
particularly small- and medium-sized ones. 


2. Other costs: The principal other costs are the management time and effort 
expended in planning and carrying out the necessary steps and the payments that 
may need to be made where outside parties are involved. 


3. Uncertainty: There is uncertainty associated with the utilization of tax 
planning techniques in cases where the tax issues are not entirely settled. Even 
companies that have been generally successful in using losses tend to believe that 
certainty of results would be a significant advantage of moving to a group 
reporting system. 


4. Artificiality: Tax managers may find it difficult to use techniques in cases 
where the steps are artificial in appearance and difficult to explain to business- 
oriented managers. This may be particularly important in venture-type activities 
where groups are dealing with entrepreneurs with product ideas but little financial 
or management background. 


Conclusions Based on Review of Existing Situation 


There are a few general conclusions that can be drawn from the information 
developed during the review of the issue. 


First, there is a broad range of circumstances that give rise to potential transfers 
and considerable variation in the experience of firms in using losses. This means 
that, although some commentators or groups have suggested relatively simple 
mechanisms that would deal with particular difficulties, such mechanisms would 
not deal with the problems of other groups in different circumstances. This leads 
to the observation that only a relatively sophisticated and likely somewhat 
complex system could be expected to deal with the whole range of situations and 
circumstances that have been identified. Since complexity is a very serious 
concern, some compromises may have to be adopted in the interest of ensuring 
that the proposed system does not add undue complexity to the tax system. This is 
a concern since, after all, the point of the measure is to simplify business 
operations, not further complicate them. 


Second, a significant number of circumstances were identified where the present 
system did not provide for transfers of losses. Accordingly, there would be 
considerable benefit from some system of loss transfer or consolidation above and 
beyond simplifying the way in which de facto consolidation can be achieved under 
the current rules. 


Given these conclusions, the government is sympathetic to the arguments put 
‘forward in favour of a group reporting system for single economic entities and it is 
prepared to consider practical group reporting systems that would provide 
appropriate tax results. As noted earlier, there are several alternative approaches 
and three general types of system have been considered. 


Ii. Alternative Corporate Group Reporting Systems 


Classification of Systems for Group Reporting 


The group reporting systems that have been studied can be classified into three 


types: “full consolidation systems’, “refundable or negative tax systems” and 
“deduction or loss transfer systems”. 


For purposes of discussion, a brief description of the major features of each type of 
system will suffice. Within each general type of system, however, there is 
considerable variety in the structural details that could be adopted. 


The nature and differences among these systems can be explained with reference 
to a simple example. In the example, the parent company (Parent Co.) is a holding 
company with wholly-owned subsidiaries A.Co. and B.Co. Parent Co. has no 
taxable income. A.Co. has taxable income of $300 while B.Co. reports losses 

of $100. 


$300 ($100) 


(a) Full consolidation system: Under this system, Parent Co., A.Co. and B.Co. 
would aggregate their tax accounts on an item-by-item basis and would 
adjust for the effects of intra-group transactions. The result would be 
taxable income for the consolidated corporation of $200. 


(b) Refundable or negative tax systems: Under the refundable or negative tax 


— 


system, B.Co. would receive a tax refund in respect of its $100 loss equal to 
the tax it would have paid had the loss been a profit. However, the tax 
refund could not exceed the amount of tax payable by A.Co. The amount 
refunded would therefore be dependent on the tax rate that would ordinarily 
be applicable to B.Co. when it had taxable income. 


Deduction or loss transfer systems: Under this option, B.Co.’s loss of $100 
would be transferred to A.Co. and used to reduce its taxable income to 
$200. It would not give rise to any loss carry-over in B.Co. The effective 
rate of refund in respect of the loss would be the tax rate applicable 

to A.Co. 


Issues in Assessing Alternative Group Reporting Systems 


In determining which approach would be most desirable in the Canadian context, 
several issues need to be kept in mind. 


(a) Complexity: An overriding consideration is the potential complexity of a 


particular approach. 


In fitting the group reporting system into the current system, the features of 
the tax system where probably the greatest potential for complexity arises 
involve the cost bases of shares and the surplus and refundable tax accounts. 
New rules, such as those defining eligibility for purposes of group reporting, 
may also contribute to complexity. 


Other aspects of complexity that need to be assessed in considering 
alternative approaches to group reporting are the implications for tax 
system administration and taxpayer compliance. 


(b) Single economic entity benchmark: Under this criterion, the appropriateness of 


a tax system is measured by the degree to which the overall taxes paid by 
members of a corporate group correspond to the taxes that would be paid by 
a single corporation carrying on identical business activities through 
divisions under one corporate identity. This can be viewed as appropriate 
since the form of business structure should not affect the tax outcome. It 
can be noted that some commentators might argue that an alternative test 
would be that identical activities be treated in the same fashion, whether the 
activities are carried on by a stand-alone corporation, a division within a 
corporation or a corporation within a corporate group. To the extent that 
this is not achieved, there may be competitive advantages for some 
economic entities over others. 


(c) Government revenue effects: Given the significance of current budgetary 


constraints, revenue considerations must be assessed carefully in designing 
the system. This is also very relevant for provincial governments. While 
revenue considerations may not affect the choice of the general type of 


approach adopted, they must be considered carefully in assessing structural 
features that can increase revenue costs. Since the review that has been 
carried out showed that there are many cases under the current rules where 
corporate groups are unable to utilize losses on a timely basis, there will be 
significant revenue consequences for governments under the proposals. The 
revenue implications of the proposal that is put forward are discussed in a 
later section. 


(d) Loss transfer or consolidation systems at the provincial level: Under the tax 
collection agreements, seven of the 10 provinces have their corporate income 
tax collected by the federal government, and the income base used to 
determine tax payable is the federal base. The other three provinces collect 
their own corporate income tax and have their own rules for calculation of 
income. While these vary to some degree from the federal rules, there is 
considerable uniformity. This uniformity is desirable in easing understand- 
ing and compliance with the tax laws by business. 


A system of loss transfers that fully matched the situations under which 
some corporate groups can currently achieve tax consolidation requires 
provincial co-operation to operate to its fullest extent. This would sustain 
tax harmonization and mean that there would be no need for corporations 
to assess whether alternative techniques to use losses would be more 
beneficial than the system available. 
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lil. The Loss Transfer System Proposal 


With the foregoing issues and considerations in mind, the alternative group 
transfer systems have been considered and a structure with the following 
characteristics is being proposed. 


Under the proposal, detailed in draft legislation appended to this discussion paper, 
loss transfers would be allowed between a subsidiary corporation and its parent or 
between subsidiaries within a group. A subsidiary corporation would be defined as 
a taxable Canadian corporation that is controlled by its taxable Canadian parent 
corporation, where 95 per cent of the outstanding shares of each class of the 
subsidiary’s capital stock (other than fixed-value preference shares) are held by 
the parent or other subsidiaries. This means that group reporting would be 
available for commonly-owned corporations within a group with some allowance 
for such factors as directors’ shares, small minorities or shares that essentially 
have characteristics normally associated more with debt instruments than equity. 


The system would operate through annual joint elections by the two parties to a 
loss transfer. The amount transferable by a loss corporation would be its non- 
capital loss for the current taxation year. Losses carried forward from earlier years 
would not be available for transfer. Either all or some designated part of a loss 
could be transferred. The loss transferred would be deducted in computing the 
taxable income of the recipient corporation for its taxation year in which the 
taxation year of the transferor corporation ended. The non-capital loss of the loss 
corporation would be reduced by the amount of the transfer. The tax savings 
would thus accrue to the recipient corporation that is party to the election. 


A loss corporation would be permitted to transfer different portions of its 
transferable loss to several transferees. In such cases, the loss corporation and the 
transferees would be required to specify the order of such transfers. 


The proposal does not require compensation to be paid, but there would be no 
barrier to reasonable compensation if the parties to an election choose that. Any 
reasonable compensation paid in respect of a loss transfer would not be deductible 
in computing the income of the payor or included in computing the income of 

the recipient. 


Design Choices 


The loss transfer system described above represents a series of choices made with 
respect to the basic group reporting approach, the definition of eligibility, items to 
be transferred, and the federal-provincial issues. 


14 


The three basic approaches to group reporting were considered — a full 
consolidation system, a refundable or negative tax system, and a deduction or loss 
transfer system. As noted earlier, an overriding concern in proposing a loss 
transfer system has been to minimize complexity but the other considerations have 
also played a role in this choice. 


Full consolidation systems are the most theoretically pure, in terms of meeting the 
economic entity benchmark but, by their nature, they are extremely complex 
regardless of the number of simplifying assumptions made. This complexity can be 
attributed primarily to the need to provide special rules for the purposes of 
computing corporate surpluses, refundable tax accounts and the cost bases of 
shares, eliminating certain intercorporate transactions, determining tax credit 
entitlements on a combined basis and calculating group loss carry-overs. The 
resulting complexity reduces the attractiveness of such systems for group 
reporting. With respect to cost bases for shares, the problem is particularly 
difficult as there is no actual transfer that can be uniquely measured. The transfer 
effectively occurs within the line-by-line calculations of the tax return and the 
location and extent of the transfer would frequently not be obvious. Another 
significant source of complexity arises because consolidation systems require 
elaborate rules for corporations joining and leaving groups. 


The main advantage in a refundable or negative tax system would be that the only 
company affected would be the loss company. There would be no transfer of 
economic value from one corporation to another since the value of the tax loss 
would be retained in the corporation where it arose. This result seems not 
inappropriate from a policy point of view and would preclude the need for 
adjustments in the cost base of intercorporate shareholdings. 


However, considerable complexity would arise out of the need to provide special 
rules for determining the appropriate amount of tax refund, particularly where 
members of the corporate group are subjected to different tax rates and 
refundable taxes. The calculation of the refund, based as it is on a negative income 
amount, would be a totally new concept. Moreover, the result obtained from this 
approach would not in many circumstances be the same as if the group operated 
as a single entity and it thus diverges from the benchmark of single entity 
treatment. There is more scope to recognize revenue considerations under this 
approach than under full consolidation because the transfers can be limited to a 
specific group of items. 


Deduction or loss transfer systems can be made to provide for the utilization of tax 
losses within a corporate group while minimizing legislative complexity and 
compliance and administrative costs. While there is a shift of value from one 
corporation in the group to another, and thus it would appear that the cost base of 
shares would need to be adjusted, the restriction to commonly-owned situations 
makes a full-scale adjustment system less critical. The deduction or loss transfer 
system requires no special rules in respect of corporate surplus accounts. As with 
the refundable or negative tax system, there is more scope to incorporate revenue 
considerations into the design of the system. 


On balance, the loss transfer system is least disruptive of the current tax system. 
Consequently, the federal government is proposing the loss transfer system as a 
practical approach to group reporting for members of a corporate group that can 
be considered to be a single economic entity. 


An eligibility rule that requires 100-per-cent ownership would provide the greatest 
analogy to the economic entity criterion. Setting a 100-per-cent ownership 
requirement also minimizes complexity by avoiding the need to deal with chains of 
companies to compute ownership ratios for lower tier companies in a group. 
However, many companies do have small minorities due to directors’ holdings 

or other reasons and the 95-per-cent ownership requirement will cover 

these situations. 


The income tax system contains special rules for certain types of income streams 
and for some types of deductions. There are also a variety of rules covering the use 
of tax credits. If a group reporting system allowed credits and deductions to be 
transferred on an item-by-item basis, the special rules would need to be carried 
through to the recipient corporation or the intent of the rules would be 
circumvented. Attempting to maintain the rules respecting particular deductions 
and credits as they moved within groups of corporations would introduce an 
undesirable level of complexity. Thus, only current year non-capital losses are 
proposed to be transferable. 


Other Technical Issues 


Compensation relating to the transfer of a loss is not required under the proposed 
system. Where it is paid it will be neither deductible to the payor nor taxable in 
the hands of the payee. There is a special rule providing for an adjustment on the 
disposition of a share where a loss is transferred without compensation and the 
result of the transfer is to create a loss, increase the loss or reduce the gain from 
the disposition. 


Certain specialty corporations — investment corporations, mortgage investment 
corporations, mutual fund corporations, non-resident-owned investment 
corporations, co-operative corporations, credit unions and deposit insurance 
corporations — will not be entitled to make or receive loss transfers. Their 
exclusion is due principally to the nature of the business activities carried on by 
them. With the exception of a deposit insurance corporation, those corporations 
can be considered to be a conduit for their shareholders or members. A 

deposit insurance corporation’s principal aim is to ensure the solvency of 
financial institutions. 


A loss of a farm corporation can be transferred but only to another farm 
corporation. This restriction is necessary to prevent the avoidance of the restricted 
farm loss rules. For this purpose, a corporation will be considered to be a farm 
corporation if its chief source of income is farming or farming and some other 
source of income. 


A loss of a principal business corporation can be transferred but only to another 
principal business corporation that carries on a business similar to that of the 
transferor. This restriction is necessary to prevent the avoidance of the capital cost 
allowance restriction rules in respect of rental property and leasing property. 


A loss of an insurance company will be transferable only to another insurance 
corporation. Losses may not be transferred to a corporation carrying on a personal 
service. Finally, a bankrupt corporation will not be permitted to transfer a loss to 
another corporation. 


Finally, a special anti-avoidance rule is proposed to deal with the “renting” of 
companies to use up losses. 


Federal-Provincial Considerations 


A brief summary of the current rules for allocating corporate taxable income by 
provinces for purposes of provincial corporate income taxation is necessary for an 
appreciation of the issues involved. 


Under the current tax allocation rules, a corporation allocates taxable income to 
provinces in which it has a permanent establishment according to the prescribed 
allocation formulas. These vary by industry, but the most generally applicable 
formula uses gross revenue and total salaries earned or paid in the various 
jurisdictions. If a corporation has a permanent establishment in only one 
jurisdiction, all its taxable income is allocated there. Where there is a two- 
corporation group, each with single permanent establishments in a separate 
province, and one of the corporations has tax payable while the other is in a tax 
loss position, all of the tax payable by the group will be allocated to the province in 
which the taxpaying corporation operates. Under a loss transfer system, there 
would be a netting of the tax loss and the taxable income, and the tax revenue of 
the province where taxable income arises would decrease in the year being 
considered. In a later year, when the loss carry-over would otherwise have been 
used, the other province’s tax revenues would rise. The result would be an inter- 
provincial transfer of revenues. 


Of course, to a considerable degree, there could be expected to be offsetting 
transfers of losses among provinces. While some corporate groups will have 
taxable corporations in one province and loss corporations in another, the situation 
will frequently be reversed. Nevertheless, it is possible that there would be a net 
shifting of provincial revenues over a period of years. The reasons for such a shift 
include the location of industries with access to high levels of tax incentives, the 
location of cyclical industries and the relative predominance of mature and start- 
up industries in particular provinces. Each of these circumstances can lead to tax 
losses. As a result, under a loss transfer system, provincial revenues may be more 
variable than under the current system. 


It is recognition of these types of effects that have led to suggestions that a 
“federal only system” be adopted. This possibility has been considered. 


A “federal only system” would constitute only a partial solution to the basic 
problem that is being addressed — dissimilar taxation of economic entities. The 
corporations that can effectively achieve loss transfers under the current rule, 
although at a cost, would frequently continue to use existing methods to avoid 
losing the value of the tax loss associated with provincial corporate income taxes. 
In that event, the benefits of introducing group reporting — increased tax certainty 
and business simplicity — would not be achieved. 


In addition, the federal-provincial tax bases would be different under a group 
reporting system applicable only in the federal tax system. Given this, corporations 
might wish to claim different amounts of discretionary deductions or reserves for 
federal and provincial income tax purposes. This would lead to a complete divorce 
of tax bases which would grow and become more pervasive over time. In essence, 
the considerable benefits of a harmonized tax base would be lost. Revenue Canada 
would in effect be administering two completely separate tax systems. A “federal 
only system” would thus require or create pressure for modifications to the 
method of operation of the federal-provincial tax collection agreements. A 
measure which would force such a divorce of federal and provincial tax systems is 
not desirable. 


Revenue Implications 


The review of the use of losses within corporate groups has identified a variety of 
circumstances where losses are not being used on a timely basis. Since the losses 
would be used immediately under the proposal, there is a significant revenue cost. 
With a 95-per-cent ownership rule for eligibility, federal revenues would be 
expected to decrease by some $300 million to $400 million in the first full year of 
operation. This revenue reduction would usually involve a change in the timing of 
tax collections for the federal government, since in the absence of the group 
reporting system the losses transferred would very likely be used to reduce taxes in 
the loss corporation in some future year. 


It should be noted that the measured amounts of losses transferred will be larger 
than what would be implied by the revenue effects outlined above. This will occur 
because many transfers that would take place in any event under current rules, 
for example, by amalgamation, will instead be carried out through the loss 
transfer system. While these will appear as amounts transferred under the loss 
transfer system, they will not produce an incremental revenue loss to the 

federal government. 
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Draft Legislation 


Technical Commentary 


The draft legislation that follows illustrates how a loss transfer system might 
operate in the Canadian context. It is presented at this time primarily to elicit 
discussion and comment and should not be construed as a final legislative 
proposal. The government looks forward to an informed discussion in the coming 
months on the subject of group reporting systems and believes that the draft 
legislation will provide a useful starting point. 


The key provision in the draft legislation is subsection 111.2(2). It provides that a 
transferor corporation may transfer all or any part of its “eligible loss amount” for 
a taxation year to a transferee corporation for its taxation year in which the 
transferor’s taxation year ended. The amount transferred will reduce the taxable 
income of the transferee and be deducted from the non-capital loss of the 
transferor. 


Subsection 111.2(1) sets out a number of definitions. The most important are 
“eligible loss amount” and “‘subsidiary corporation” of a parent corporation. The 
latter specifies the degree of common control and ownership necessary before loss 
transfers are allowed. 


There are several limitations in subsection 111.2(3) as to what kinds of 
corporations can transfer or deduct eligible loss amounts. These limitations are 
necessary because of the special tax rules applicable to investment corporations, 
mortgage investment corporations, mutual fund corporations, non-resident owned 
investment corporations, co-operative corporations, credit unions, deposit 
insurance corporations, insurance corporations, defined farm corporations, defined 
principal business corporations, bankrupt corporations and corporations carrying 
on a personal services business. 


Subsections 111.2(4) and (8) provide ordering rules where a corporation transfers 
more than one amount for a year and set out the time within which elections to 
effect transfers must be made. 


Compensation relating to the transfer of losses is not required under the proposed 
system. Such compensation may be paid but subsection 111.2(5) provides that it is 
neither deductible to the payor nor, to the extent that it is reasonable, taxable in 
the hands of the recipient. Subsection 111.2(6) provides for an adjustment on the 
disposition of a share where a loss is transferred without adequate compensation 
and the result of the transfer is to create a loss, increase the loss or reduce the gain 
from the disposition. 


i 


Subsection 111.2(7) is an anti-avoidance rule that deals with the “renting” of loss 
corporations or loss businesses. 


The other proposed amendments are consequential in nature. The amendments to 
subparagraph 157(1)(a)(i) and paragraph 161(4.1)(a) ensure that a loss transfer 
will not affect the instalment base of a transferee. Proposed section 160.3 provides 
that both the transferor and the transferee are jointly and severally liable for any 
tax which is payable by the transferee as a result of an excessive loss transfer. 
Finally, the amendment to paragraph 181(2)(b) provides that a transferee’s 
preferred earnings amount is calculated without regard to any transferred loss 
amount deducted by the transferee. Before the loss transfer system is 
implemented, other consequential amendments may also be required. 


Draft Legislation 


1. Paragraph 111(8)(b) of the Income Tax Act is amended by deleting the word “‘and”’ at the end 
of subparagraph (iii) thereof, by adding the word ‘“‘and”’ at the end of subparagraph (iv) thereof and by 
adding thereto the following subparagraph: 


“(v) the aggregate of all amounts each of which is an amount 
designated under subsection 111.2(2) in respect of the eligible loss 
amount of the taxpayer for the year;” 


2. The said Act is amended by adding thereto, immediately after section 111.1 thereof, the 


following: 
“LOSS TRANSFERS 


Definitions 111.2 (1) For the purposes of this section, 


“eligible loss amount” of a corporation for a taxation year means the amount 
that would be the corporation’s non-capital loss for the year if paragraph 
111(8)(b) were read without reference to subparagraphs (iv) and (v); 


“farm corporation” for a taxation year means a corporation that carried on a 
farming business in the year and in respect of which section 31 is not, or 
would not be if the corporation had a loss for the year from the farming 
business, applicable for the year; 


“‘fixed-value preference share” of a corporation means a share of the capital 
stock of the corporation which provides no right or entitlement to the holder 
of the share, whether pursuant to the terms and conditions of the share or 
under any agreement relating to the share, 


(a) to vote at any meeting of shareholders of the corporation, other than 
a right to vote provided under the statute governing the existence of the 
corporation notwithstanding that the holder is otherwise not entitled to 

vote, 


(b) to dividends other than aients which are 
(i) of a fixed monetary amount, or 
(ii) of an amount calculated as a percentage of 
(A) the paid-up capital attributable to the share, 


(B) the amount for which the share may be redeemed, 
acquired or cancelled by the corporation, or 
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Transferring Losses 


22, 


(C) the amount of consideration for which the share was 
issued, 


provided that such percentage is invariant or determined as an 
invariant percentage of or by reference to an invariant difference 
between it and a generally quoted market interest rate, 


(c) to receive on the redemption, acquisition or cancellation by the 
corporation of the share an amount in excess of the aggregate of one 
hundred and ten per cent of the amount of consideration for which the 
share was issued and the amount of any declared and unpaid dividends 
or undeclared cumulative dividends, or 


(d) to convert the share into, exchange the share for or acquire any other 
property, other than pursuant to an agreement with a person dealing at 
arm’s length with the corporation; 


“principal business corporation” for a taxation year means a corporation 
(other than a life insurance corporation) that was, throughout the year, a 
prescribed corporation [will include corporations described in paragraph 
1100(12)(a) or 1100(16)(a) of the Income Tax Regulations]; and 


“subsidiary corporation” of a corporation that is a taxable Canadian 
corporation (in this section referred to as the “parent corporation”) means a 
taxable Canadian corporation controlled directly or indirectly by the parent 
corporation and 95 per cent of the outstanding shares of each class (other 
than a class of fixed-value preference shares) of the capital stock of which are 
owned by 


(a) the parent corporation, 


(b) a corporation that is a subsidiary corporation of the parent 
corporation, or 


(c) any combination of corporations each of which is a corporation 
described in paragraph (a) or (b). 


(2) Subject to subsection (3), where a corporation (in this section and 
section 160.3 referred to as the “‘transferor’’) is throughout a taxation year 
(in this section referred to as the “loss year’’) 


(a) a parent corporation of one or more subsidiary corporations, or 
(b) a subsidiary corporation of a parent corporation 


and the transferor elects, in prescribed form and within the time referred to 
in subsection (8), jointly with another corporation (in this section and section 
160.3 referred to as the “transferee’’) that is throughout a taxation year (in 
this section referred to as the “income year’’) in which the loss year ends 


Limitations 


(c) a subsidiary corporation of the transferor, 


(d) a subsidiary corporation of the parent corporation of the transferor, 
or 


(e) the parent corporation of the transferor, 


there shall be deducted in computing the taxable income of the transferee for 
the income year the amount designated by the transferor and transferee in 
the election to the extent that such amount does not exceed the amount, if 
any, by which 


(f) the eligible loss amount of the transferor for the loss year 


exceeds 


(g) the aggregate of all amounts each of which is an amount previously 
designated under this subsection in respect of the eligible loss amount of 
the transferor for the loss year. 


(3) An election under subsection (2) in respect of a loss year of a 


transferor and an income year of a transferee is not valid where 


(a) the transferor is throughout the loss year or the transferee is 
throughout the income year 


(i) an investment corporation, 
(ii) a mortgage investment corporation, 


(iii) a mutual fund corporation, 
(iv) a non-resident owned investment corporation, 
(v) a corporation that would be a co-operative corporation within 


the meaning assigned by subsection 136(2) if that subsection were 
read without reference to paragraph (c) thereof, 


(vi) a credit union, or 


(vii) a deposit insurance corporation (within the meaning assigned 
by paragraph 137.1(5)(a)), 


(b) the transferor is an insurance corporation in the loss year and the 
transferee is not an insurance corporation in the income year, 


(c) the transferor is a farm corporation for the loss year and the 
transferee is not a farm corporation for the income year, 


(d) the transferor is a principal business corporation for the loss year 
and the transferee is not a principal business corporation for the income 
year whose principal business during the income year is similar to that 
of the transferor during the loss year, 
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(e) the transferor is a bankrupt (within the meaning assigned by section 
128) in the loss year or in the next following taxation year, or 


(f) the transferee carries on a personal services business (within the 
meaning assigned by paragraph 125(7)(d)) in the income year. 


Order of transfers (4) Where a transferor and one or more transferees elect under 
subsection (2) to designate two or more amounts in respect of the eligible loss 
amount of the transferor for a taxation year, the rules in this section apply as 
if each amount had been separately designated in the order specified by the 
transferor or, if the transferor does not so specify, in the order specified by 
the Minister. 


Compensation (5) Where an amount is paid or payable by a transferee to a transferor 
as compensation with respect to an amount designated under subsection (2), 
the amount so paid or payable shall not be deducted or, to the extent that the 
amount is reasonable, be included in computing the income of the transferor 
or transferee for any taxation year. 


Dispositions (6) Where at any time 


(a) an amount is designated under subsection (2) or an agreement to 
designate such an amount is made, and 


(b) at or after that time a taxpayer who does not deal at arm’s length 
with a corporation disposes of 


(1) one or more shares of the capital stock of the corporation, or 
(11) a debt or other obligation of the corporation to pay an amount, 


and, having regard to the amount of compensation, if any, paid or payable in 
respect of the amount designated or agreed to be designated, it may 
reasonably be considered that one of the results of the designation is or will 
be to 


(c) reduce the amount of the gain from the disposition, 
(d) create a loss from the disposition, or 


(e) increase the amount of the loss from the disposition, 


the gain or loss of the taxpayer from the disposition of the shares, debt or 
other obligation shall be computed as if such reduction, creation or increase 
had not occurred. 


Avoidance (7) Where at any time a corporation is a subsidiary corporation of a 
parent corporation and, having regard to the existence of any arrangements 
made at or before that time under which 
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(a) the corporation could cease to be a subsidiary corporation of the 
parent corporation, or 


(b) another person or group of persons could subsequently begin to carry 
on, in whole or in part, any business carried on by the subsidiary 
corporation or the parent corporation at that time, 


it may reasonably be considered that one of the main purposes for the 
corporation being a subsidiary corporation of the parent corporation at that 
time is to reduce the amount of tax payable by any corporation under this 
Part by virtue of a deduction under subsection (2), the corporation shall be 
deemed not to be a subsidiary corporation of the parent corporation at that 
time. 


(8) Any election under subsection (2) shall be made on or before the day 
on or before which the transferee’s return of income for the income year is 
required to be filed.” 


3. Subparagraph 157(1)(a)(i) of the said Act is repealed and the following substituted therefor: 


‘“(1) on or before the last day of each month in the year, an amount 
equal to 1/12 of the amount that is estimated by it to be the tax 
payable under this Part by it for the year computed without 
referencé to sections 1 1122,127.2-and 127.3,” 


4. The said Act is further amended by adding thereto, immediately after section 160.2 thereof, the 


following: 


Liability arising out of loss 
transfers 


Minister may assess transferor 


*160.3(1) Where at any time the Minister determines that an amount 
deducted by a transferee in a taxation year by virtue of subsection 111.2(2) is 
in excess of the amount that the transferor and transferee were entitled to 
designate under that subsection, the transferor and transferee are jointly and 
severally liable to pay 


(a) that part of the transferee’s tax under this Part for the year equal to 
the amount by which its tax for the year is greater than it would have 
been if the excess amount were deductible in computing the transferee’s 
taxable income for the year, and 


(b) interest at the rate prescribed for the purposes of subsection 161(1) 
on the amount of tax referred to in paragraph (a) from the day it 
became payable to the day of payment, 


but nothing in this subsection shall be deemed to limit the liability of the 
transferee under any other provision of this Act. 


(2) The Minister may at any time assess a transferor in respect of any 
amount payable by virtue of this section and the provisions of this Division 
are applicable with such modifications as the circumstances require in 
respect of an assessment made under this section as though it had been made 
under section 152. 
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Rules applicable (3) Where a transferor and a transferee have, by virtue of 
subsection (1), become jointly and severally liable in respect of part or all 
of a liability of the transferee under the Act, the following rules apply: 


(a) a payment by the transferor on account of its liability shall to the 
extent thereof discharge the joint liability; but 


(b) a payment by the transferee on account of its liability only 
discharges the transferor’s liability to the extent that the payment 
operates to reduce the transferee’s liability to an amount less than the 
amount in respect of which the transferor was, by subsection (1), made 
jointly and severally liable.” 


5. Paragraph 161(4.1)(a) of the said Act is repealed and the following substituted therefor: 


‘‘(a) the tax payable under this Part by it for the year computed without 
reference to sections 111.2, 127.2 and 127.3,” 


6. Paragraph 181(2)(b) of the said Act is repealed and the following substituted therefor: 


‘‘(b) where subsection 125(1) applies to the corporation in respect of the 
year or would so apply if no amount were deducted by the corporation 
under subsection 111.2(2) in computing its taxable income for the year 
and the corporation is not exempt from tax under Part I at any time in 
the year, 3/4 of the least of the amounts determined under paragraphs 
125(1)(a) to (c) in respect of the corporation for the year or that would 
be so determined if no amount were deducted by the corporation under 
subsection 111.2(2) in computing its taxable income for the year” 


7. Subsection 248(1) of the said Act is amended by adding thereto, in alphabetical order within 
the subsection, the following definition: 


C6 66 


eligible loss amount” has the meaning assigned by subsection 111.2(1):” 
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